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In connection with the Institute's policy of reviewing the content of existing guides,
the 1969 Medicare Audit Guide was withdrawn in September. Because of changes
in legislation and audit procedures, the guide has been determined to be out-ofdate.
When the guide was first issued, a significant need existed for independent
audits of provider cost reports. However, such audits are now generally being
conducted by intermediary auditors, such as insurance companies, rather than by
independent CPAs. Thus, it has been determined that revising the guide would be
of limited usefulness to the profession.
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Preface
This audit guide has been prepared to provide guidance to the
independent auditor in examining and reporting on statements
of reimbursable cost, which are prepared by providers of Medicare service in order to recover the reasonable cost of providing
service to beneficiaries of the Medicare program.
Statements of reimbursable cost are prepared in accordance
with the principles of reimbursement contained in the current
law and regulations. This guide refers to these laws and rules
wherever necessary; however, it in no way is intended to be a
synopsis of the applicable laws and regulations. It focuses principally on the unusual problems inherent in the auditing and
reporting on statements of reimbursable cost.
Although the publication of this audit guide has been prepared under the auspices of the present committee on health
care institutions special recognition should be given to those who
initiated the work in Medicare for the American Institute of
Certified Public Accountants. This work was begun in the spring
of 1966 by a Medicare task force consisting of Philip Taylor,
Willard Irwin and William Freitag. The successor committee on
health care institutions has carried forward the work of this
original task force, one project of which was publication of this
audit guide. During the course of the initial preparation of the
guide William J. Mueller, at that time a member of the committee, was the chairman of the subcommittee which prepared
the first draft. In order to expedite the preparation of the
draft CPAs from various firms throughout the country who were
v

knowledgeable in the Medicare field were asked to participate
in the work. The names of these people deserving special acknowledgment are listed below:
George L. Bernstein
Larry J. Bruner
Francis J. English
Louis A. Feurer

Alfred Friedman
Garry E. Moeller
Frederic J. Steggerda
Leroy A. Steinke

Further note of recognition is in order to Richard Nest,
who at the time of the initiation and through much of the development of this audit guide was the technical advisor to the
committee on health care institutions for the American Institute
of Certified Public Accountants. Mr. Nest, through his knowledge
of the profession and its requirements, was of invaluable aid in
making this audit guide possible.
The constructive criticism of many groups outside of the profession was also of assistance in the final preparation. Among
such groups were the committee on auditing procedures of the
AICPA, the Blue Cross Association, the Social Security Administration and the Department of Health, Education, and Welfare through its assistant secretary-controller, James F. Kelly.
Committee on
Health Care Institutions
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Chapter 1

Introduction
Providers of care are reimbursed under the Medicare program
for all reasonable costs (as defined in the law and regulations)
incurred in providing care to program beneficiaries. As a feature
of the administrative systems and controls established to regulate
the periodic evaluation of such reasonable costs, providers are
requested to prepare cost analyses annually on prescribed forms
entitled "Statement of Reimbursable Cost." This audit guide has
been developed to assist the independent auditor in the conduct
of an examination leading to the expression of an opinion as to
the fairness of the presentation of the costs reported by providers of care in the statement of reimbursable cost in accordance with the law and regulations. The scope of work to be performed is applicable to those examinations made on behalf of
representatives of the Medicare program or where the provider
of care is the client. The guide may also serve as a useful reference in the conduct of reviews or audits of other federal or
nonfederal health care cost reimbursement contracts. It is intended that this guide be applicable to all types of providers,
whether hospital, extended care facility, or home health agency.
The terminology used in this guide is consistent with that used
by the American Hospital Association in the books Chart of
Accounts for Hospitals (1966) and Uniform Hospital Definitions
(1960). The independent auditor should be familiar with these
publications as well as with others referred to in other sections
of this guide.
1

Organization
The basic authority for the Medicare program is contained in
the Health Insurance for the Aged Act, Social Security Amendments of 1965, Public Law 89-97. This law and subsequent
amendments contain the basic rules governing the administration and applicability of the program.
The program is administered by the Department of Health,
Education, and Welfare (DHEW), through the Bureau of Health
Insurance of the Social Security Administration (SSA) which has
the authority to issue appropriate rulings and regulations for the
day-to-day operation of the program. The Department of Health,
Education, and Welfare has contracted with the Blue Cross Association (which has in turn subcontracted with various Blue
Cross Plans) and with various commercial insurance companies
to serve as Intermediaries. The Intermediary is the primary contact between the provider of service and the Medicare program
and provides any necessary interim financing, makes interim and
final payments for cost of services rendered by the provider to
program beneficiaries and answers any questions that the provider may have regarding the program. In the normal course
of events the Intermediary is the provider's only contact with
the Medicare program.
Audit Requirements
The Social Security Administration requires the examination
of financial and statistical records of providers to ascertain that
reimbursable costs are determined in accordance with Medicare
regulations. The basic responsibility for this examination falls
upon the Intermediary who may discharge it by performing an
examination using its own personnel or by contracting with an
independent auditor to perform the examination. The Intermediary may, under certain conditions, discharge his responsibilities through what is commonly called a "desk review" or through
instructing its personnel or an independent auditor to perform
a "limited examination." When the examination requirement is
met by the use of an independent auditor, he is expected to report on the results of his review. The various forms of independent auditors' reports are covered at length in Chapter 9.
The independent auditor must be familiar with the current
2

law and regulations. The regulations relating to reimbursable
costs can be found in the Department of Health, Education, and
Welfare publications Principles of Reimbursement for Provider
Costs and for Services by Hospital-Based Physicians (Publication HIR- 4), which is further expanded upon in Provider Reimbursement Manual (HIM-15). It should be noted that these
basic documents are constantly being altered and updated by
SSA and such changes may be in the form of Bureau of Health
Insurance Intermediary Letters or other published materials. The
independent auditor should inquire of the Intermediary as to
the current status of the law and regulations and be well informed as to their contents. Questions of interpretation of the
law and regulations shall be submitted to the Intermediary for
rulings and the auditor is entitled to rely on such rulings.
Audit programs have been published by SSA for the various
types of providers of service. These programs are designed to
provide the independent auditor with an outline of the minimum procedures to be considered during an examination which
has not been limited by the Intermediary. The objectives of
these programs are stated by SSA to be:
1. To ascertain that the provider is conforming with the Health
Insurance for the Aged Act (Public Law 89-97) with respect
to the payment regulations thereunder.
2. To review, analyze, test and verify the hospital's financial and
statistical books and records and to determine that only
proper items of cost applicable to provider services have
been included in reimbursable cost.
3. To verify on a selective basis that expenses attributable to
the health insurance program have been reasonably determined.
4. To ascertain that records supporting statistical data and the
adequacy of the methods used for accumulation are sufficient to properly develop valid and accurate statistical information.
5. To make maximum utilization of provider audits performed
by others, where available, insofar as they reasonably further
the audit objectives of the Bureau of Health Insurance.
3

These programs are not intended to be all-inclusive or to supplant the independent auditors evaluation of the necessary audit
procedures, but to protect against the omission of important
phases of the audit. As in the case of the reimbursement regulations and manual, the independent auditor should inquire of
the Intermediary as to any revisions in these SSA published
programs before commencing the audit. This audit guide includes, at least in principle, all matters covered in the SSA Audit
programs, but should be considered an adjunct to them, rather
than a substitute for them.
Audit Approach
The audit described in this booklet is an examination for the
purpose of rendering a special report as opposed to an examination made for the purpose of expressing an opinion as to the
fairness of the financial statements. The independent auditor
is looking for compliance with specific rules and guidelines. His
examination, however, should be made in accordance with generally accepted auditing standards as a basis for rendering an
opinion as to the fairness of presentation of the reimbursement
amounts in accordance with the regulations. (See Chapter 13
of Statement on Auditing Procedure No. 33.)
During the examination of the provider's records, the independent auditor should limit himself to those records which are
essential to the accomplishment of the specific audit objectives.
If the provider is requested to make certain records available
for review and the request is denied, the independent auditor
should notify the Intermediary at once to determine whether
the examination should be continued. In some cases, he may be
required to disclaim an opinion if he believes the records withheld are of sufficient significance.
The independent auditor's working papers are considered to
be his property and should remain confidential. However, the
required audit subcontract between the independent auditor
and the Intermediary provides for review of these papers by the
Intermediary and by authorized government agencies for a
specified period after completion of an audit engagement.
As documentation of the planning and execution of the audit
engagement a written audit program should be utilized, which
4

includes the audit procedures in the audit programs prepared
by SSA.
In the absence of any specific instructions by the Intermediary
which limit or expand the extent of the auditor's work, the
auditing procedures to be performed should be determined by
the independent auditor based on his review of the provider's
system of internal control and the materiality of the items involved. If the Intermediary limits the scope of the work, the
independent auditor should consider whether such limitation
might prevent him from being in a position of having done sufficient work so as to be able to express an unqualified opinion
on the settlement pages of the statement of reimbursable cost.
If this is a possibility the independent auditor should discuss
the situation with the Intermediary before the audit begins.
As is the case of the ordinary examination directed to the expression of an opinion on financial statements, an examination of
a cost reimbursement report of a provider of service under the
Medicare program cannot be relied upon by the provider, the
Intermediary or the Social Security Administration to disclose
defalcations and other similar irregularities, although their discovery may result. Evidence as to defalcations, misappropriations or other irregularities disclosed by the independent auditor
should be brought directly to the attention of the Intermediary
for direction before proceeding further with the audit.
Materiality
The concept of materiality applies to audits conducted under
the Medicare program as it does to examinations of financial
statements. It must be stressed, however, that when applying
this concept to a dollar-for-dollar reimbursement formula, a
somewhat lower quantitative measure of materiality must be
used for Medicare audits than financial statement examinations.
With regard to determining the auditing procedures to be performed or evaluating adjustments noted, consideration should be
given to what the possible dollar effect will be on final settlement.

5

Chapter 2

Internal Control
The Medicare auditor should determine the auditing procedures to be performed and the extent of the testing by review of
the provider's system of internal control, as required by generally accepted auditing standards. Because of the special nature of a Medicare examination, the independent auditor should
place emphasis on the ability of the system to generate reliable
cost, revenue and statistical information pertinent to Medicare
reimbursement.
The independent auditor's review of the internal control system should begin during the initial audit work. As the auditing
procedures to be performed will be based upon an evaluation
of the system, it is vital that this phase of the work begin as
soon as possible. If it appears from this review that weaknesses
in internal control are of sufficient magnitude to prevent the
auditor from rendering an opinion or would require an inordinate amount of time to perform the audit, he should contact
the Intermediary for instructions before proceeding further with
the examination.
Written documentation of the independent auditor's review
and evaluation of the provider's internal control system should
be included in the working papers.
An important factor in determining the auditing procedures
to be performed is a review of current and previous audit reports and workpapers which may have been prepared by the
6

provider's independent auditor, or other external auditors. To
the extent he deems appropriate, the independent auditor for
the Intermediary should consider such audit work as a basis for
possible reduction in the amount of his own work. However, it
must be stressed that although the work of other auditors may
reduce the extent of the audit procedures employed by the independent auditor it cannot eliminate his responsibility for an
independent examination of the statement of reimbursable cost.
The provider's internal audit functions deserve careful attention by the independent auditor. The independent auditor
should review the work performed by internal auditors for the
period under review and consider their work in his evaluation
of the overall system of internal control.
The independent auditor should obtain a copy of the provider's organization chart and chart of accounts for the audit files.
If the organization chart has not been formalized, the independent auditor should consider preparing a chart of the major
responsibility areas using information obtained through discussions with provider officials. The organization chart should be
expected to indicate whether the provider has clearly established lines of authority with a separation of operational, custodial and accounting responsibilities. Effective supervision and
separation of responsibilities are as important to the generation
of accurate Medicare records as they are to the accurate generation of any financial data.
A key element of internal control is an effective budgeting and
responsibility reporting system which is co-ordinated with the
provider's organizational structure. Where such a system is not
being utilized, the independent auditor should give consideration to recommending its installation.
During the preliminary phase of the audit the independent
auditor should also discuss with provider personnel the controls
which exist over the authorization and recording of transactions.
If the provider has an accounting manual and flowcharts, copies
should be obtained for the audit files.
The independent auditor engaged in a Medicare audit should
be most interested in the internal control over the items which
affect the cost statement. While, admittedly, all accounting
items have some effect upon reimbursable costs, there are some
areas which are peculiar to providers of medical service oper7

ating under Medicare. The remainder of this chapter will emphasize those areas.
The system for originating and recording all charges for services should also be reviewed with provider personnel. This system should be designed to provide uniform charges for all patients (Medicare, non-Medicare, inpatients, outpatients, and so
forth), to guard against the providing of service without billing
office notification and to prevent the posting of the charge to
an account other than that of the patient receiving this service.
The procedures of patient billing should also be reviewed at
this time. This review should include the procedures for determining the portion of total charges which will be billed to the
patient (coinsurance, deductibles, personal items) as well as the
collection procedures of the credit department.
Of obvious importance to the Medicare auditor in his review
of the internal control system is the provider's method of recording charges to Medicare patients.
Internal control over statistics should also be evaluated. The
method of taking the daily census and recording the inpatient
days should be reviewed. The service department methods of
recording occasions of service or of accumulating other statistics
(such as pounds of laundry, number of meals, and so on) should
also be reviewed by the independent auditor.
As the independent auditor performs each of the steps in his
audit program he should determine that the internal controls
and procedures are actually operating as described. Where the
controls and procedures are found to be different than expected,
the independent auditor should consider modifying the scope
of his work.
The required accounting and reporting of hospital-based physician compensation is unique to the Medicare program and can
vary significantly with differing circumstances among providers. The independent auditor should inquire and ascertain how
the various medical specialties commonly involving hospitalbased physicians are furnished by the providers. Methods of
compensation (salary, percent of gross charges, and others)
should be determined for each physician. The auditor should
inquire about and obtain for review copies of agreements between the physicians and the provider relative to classifying
compensation into the two components required by Medicare.
8

As a by-product of the examination, and limited to those matters coming to the independent auditor's attention during the
course of his examination, the independent auditor is to prepare
a management letter commenting on the adequacy of the accounting procedures and systems of internal control of the provider of services.
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Chapter 3

Cost Statements
Providers will be reimbursed for the reasonable cost of services furnished to Medicare beneficiaries. As reimbursable costs
cannot be determined until the end of a cost reporting period,
interim payments approximating actual costs are made as services are rendered. At the end of the cost reporting period, reimbursable costs are recorded on a cost report and a settlement is
made.
The SSA has issued cost reporting forms for the provider's
use. The forms vary by type of provider and method of reimbursement. In lieu of the forms provided, the provider may use
its own schedules and work sheets if the information and data
are presented in a manner comparable to the required forms
and the use of the schedules and work sheets is approved by
the Intermediary.
Cost Allocation and Apportionment
Providers must prepare and submit cost finding schedules to
support the settlement computations. These schedules provide
for the adjustment of costs to conform with the regulations, the
segregation of direct costs by cost centers, the allocation of overhead costs to revenue-producing and other centers, and the segregation of total costs of revenue-producing centers between
inpatients, outpatients and other classifications. The methodology of segregating and allocating costs is discussed in the American Hospital Association's Cost Finding and Rate Setting for
10

Hospitals (1968). The independent auditor should be familiar
with cost-finding techniques.
The methods of apportioning cost to the Medicare program
are as follows:
1. Hospitals and Extended Care Facilities
A hospital or extended care facility may apportion cost
under either the departmental RCCAC method or the combination method.
The departmental method, ratio of Medicare charges to
total charges applied to cost method (RCCAC), requires the
provider to apportion the cost of each revenue-producing
department on the basis of the ratio of Medicare patient
charges to total patient charges in each department.
The combination method requires the hospital or extended
care facility to compute the average per diem cost of routine
services for all patients and to apply this cost to Medicarecovered patient days. The Medicare-covered costs of ancillary
services are then determined by apportioning to Medicare
patients the total costs of all ancillary services on the basis
of the ratio of total Medicare charges for all ancillary services
rendered to Medicare patients to total patient charges for
all such services. The total of these two calculations is the
total cost of covered services for Medicare patients.
In addition to the two basic methods, temporary methods
have been available, as have been other methods for certain
types of providers, such as all inclusive rate or no charge
institutions.
2. Home Health Agencies
All agencies covered by the program must submit a statement of reimbursable cost on the basis of:
a. An average cost per visit computed by the use of an approved method or,
b. For agencies which have developed a charge structure, the
ratio of Medicare charges to total charges.
Options and Elections
There are a number of options available to providers under the
Medicare program, some requiring Intermediary approval. Some
11

examples are: apportionment method, cost finding method and
depreciation. The independent auditor should be aware of options and elections and determine that they have been handled
in accordance with the regulations.
Cost Report Timing
The provider is required to submit its completed cost report
to the Intermediary within 90 days after the close of its Medicare reporting period. The audit of providers of services is to
be completed, not later than 90 days after the date on which
the Intermediary has forwarded the cost report to the independent auditor. Under certain conditions, however, extensions of
time to either the provider or the independent auditor may be
granted in writing by the Intermediary.
Information to Be Obtained by the Independent
Auditor Before Visiting the Provider
Before visiting the provider for the examination of the provider's records, the independent auditor should consider and
discuss with the Intermediary the need for reviewing the provider's file maintained at the Intermediary's office. This file may
contain documents that are relevant to the audit. Such documents might include, but are not necessarily limited to the following:
1.
2.
3.
4.
5.

Contracts, if any.
Financial statements and audit reports.
Statistical reports.
Correspondence.
Provider requests and Intermediary approvals for items requiring such approval.
6. Data on hospital-based physicians.
7. Results of Intermediary's desk review.
In addition, the SSA audit program requires that the independent auditor obtain from the Intermediary the amount of
the provider's "current financing" as of the cost reporting date
and compare this with "current financing" as indicated in the
cost report.
12

Initial Audit Work
During the initial discussions with provider officials it is important that the auditing procedures to be performed and the
objectives be explained, that responsibility for the preparation
of amendments to the cost reports (if any) be fixed, and that
the provider officials be informed of various books, records (including medical records), documents and reports that will be
needed during the audit. It would be beneficial at this time to
discuss the activities of the provider and to tour the facilities so
as to become more familiar with the provider's operations. A
review of the minutes of the board and major committees is required as a part of the audit and could be made at this time to
help the independent auditor become familiar with the activities
of the provider.
The independent auditor should discuss with management
any unusual variations found in comparing the current provider
cost report with that of the preceding year and he should determine that any recommendations or adjustments included in
the prior audit that affect the current period are properly treated.
The independent auditor should reconcile account balances
in the general ledger with corresponding items in the cost report and with the provider's independent auditor's report (if
any). Reconciling items should be reviewed and investigated,
where significant. In this regard certain schedules in the cost
reporting forms provide for reclassification of trial balance accounts for cost apportionment and for adjustments to expenses.
These items should be reviewed, and if not tested in other
areas of the audit work, subjected to testing and analysis, if
considered significant.
The independent auditor must be satisfied that the proper
forms have been submitted by the provider and review the cost
statement for obvious errors and possible areas requiring investigation. The cost statement should be compared with the one
for the previous year and explanations obtained for any unusual
variations noted.
The clerical accuracy of all schedules should be checked and
the amounts traced from one schedule to another. Cross-referencing through use of a pre-assigned indexing system would be
helpful in accomplishing the latter procedure. To avoid duplication of work it may be advisable to perform such clerical
13

accuracy and cross-referencing tests only after the adjustments
resulting from the audit have been reflected by the provider.
In determining the scope of these tests, consideration should be
given to the work done in this area by the Intermediary as part
of its "desk review" of the cost statement.
The propriety of the bases of allocation and the sequence of
allocation on the cost-finding schedules should be reviewed.
Special Organization Problems
Special problems will be encountered with respect to multiple
provider organizations and organizations associated directly or
indirectly with other entities. The types of situations in which
the special problems will arise involve: governmental institutions
such as city, county and state hospitals where some of the expenses of the operation of the hospital are born by the governmental entity and may or may not be allocated to the institution performing the service; an institution maintaining both a
hospital and extended care facilities under the same organizational structure; provider facilities owned or operated by a
central governing organization and situations where the provider is affiliated with a university and various costs are sometimes shared in a more or less complex manner in respect to the
basis of allocation.
When such situations are encountered, the independent auditor must be aware of the need to satisfy himself that the provider has properly reflected its share of the overall costs of
operations and that the costs of operating one institution are
not improperly allocated to another institution which may or
may not be a participant in the program.

14

Chapter 4

Expenses
Provider expenses consist mainly of employee compensation,
supplies and depreciation. Many providers record expenses in a
manner similar to that recommended by the American Hospital
Association in its publication Chart of Accounts for Hospitals
(1966). Cost centers are usually established for each revenueproducing department and for the indirect service departments.
The revenue-producing cost centers include nursing services and
other departments such as laboratory and pharmacy. The indirect service cost centers include administration, dietary, housekeeping, and so on. To determine the full costs of various patient services, a cost-finding procedure is employed which involves the allocation of the expenses of indirect service cost
centers to each other and to the revenue-producing and other
cost centers.
Payment to providers for services rendered to Medicare patients is based upon the reasonable cost concept as defined in
the law and regulations. Allowable costs include all expenses
which are necessary to provide care to patients. They are usually
expenses which are common and accepted in the field of the
provider's activity. Allowable costs include direct and indirect
costs and normal standby costs. Expenses not related to patient
care or specifically not reimbursable under the program should
be deducted in computing allowable costs. While the independent auditor is not responsible for determining the reasonable15

ness of costs, he should be alert to expenses which are not
customary in the provider's field and bring them to the attention
of the Intermediary for a decision as to their includability in
reimbursable costs.
Audit Approach
The basic audit objective which must be satisfied in the examination of provider expenses is to determine that the expenses conform with what is allowable under the law and
regulations. This includes being satisfied that (1) expenses are
related to the services provided, (2) the accrual method of accounting is used (this does not apply to certain providers operated by government entities), and ( 3 ) the distribution and
amount of expense charged to the various cost centers provide
a reasonably accurate measurement of the expense of rendering
the various types of patient services. The auditing procedures
to be performed by the independent auditor and the extent of
his tests should be based upon an evaluation of the provider's
accounting procedures and internal control. The scope of the
examination performed by the provider's auditor, if any, should
be considered when evaluating internal control. The audit approach should also consider the nature and materiality of the
charges to the various cost centers.
The independent auditor should test the individual expense
accounts. Any significant variation in the current year's expenses,
when compared with those of the prior year, should be satisfactorily explained by reference to occupancy factors, payroll
rate changes, or other pertinent factors. Accounts opened or
closed during the year should be reviewed.
Statistical records of services rendered are often maintained
in the ancillary service departments. Such statistics, which may
consist of the numbers of tests, treatments, readings, operations,
and others, are a valuable aid in the analytical review of departmental revenues and expenses.
The propriety of cost distribution to the various cost centers
is a very significant factor in the determination of reimbursable
costs and the independent auditor's tests of expense classifications should substantiate the total expense as well as the propriety of direct charges to the cost center.
16

Payroll
Salaries and wages may represent 60 per cent or more of the
provider's total expenses. The independent auditor must, therefore, satisfy himself as to the propriety of payroll expense and
classification. A number of employee records should be selected
for detailed testing. These tests should include a review of rate
authorizations, the verification of the computations, a reconciliation of hours worked with timecards, work schedules, and so
forth, a review of personnel files to establish employee authenticity, and other procedures. The independent auditor should
also select a number of wage payments for testing as to the
propriety of departmental classification and verify the clerical
accuracy of the payroll distribution. (In his sample, the independent auditor would be well advised to include payments to
employees who are apt to work in more than one department.)
The distribution of wage expense among the various cost departments should be traced to department work schedules, employee diaries, or other available evidence.
Employee fringe benefits are an important component of
payroll cost and should be tested by the independent auditor as
part of his payroll procedures. The independent auditor should
familiarize himself with the provider's fringe benefit program
and obtain copies of available documentation for his audit file.
He should also be familiar with current rulings regarding the
inclusion of fringe benefits in reimbursable costs (in particular,
the cost of pension plans) and satisfy himself that the provider's methods are consistent with the rulings.

Supplies
Departmental supplies accounts should be subjected to a limited amount of audit testing. The specific accounts to be tested
should be selected by the independent auditor on the basis of
materiality, the nature of the items involved, and the reasonableness of the account balance as compared with the prior year
and other balances of the current year. The testing of an account selected by the above criteria may be conducted by
vouching a sample of items in the account. These items would
be traced to supporting documents to satisfy the independent
17

auditor as to the propriety of the amount charged and of its
classification in the accounts.
Depreciation
Depreciation allowable under the program is defined and restricted in rather specific terms by the Medicare regulations.
Further, these definitions or restrictions include a number of
considerations unique to the program. Accordingly, the independent auditor must be acquainted with the sections of the
regulations and other pronouncements on this subject, and must
become satisfied that there has been compliance with them.
Additionally, he must apply the usual audit tests to satisfy himself as to the historical cost basis of the assets, the reasonableness
of the estimated useful lives used and the accuracy of the depreciation computations.
Depreciation expense included in the cost report will not necessarily be the same as that in the financial statements and general ledger. The primary reason that such differences exist is
because of alternate methods of depreciation for the two purposes. The independent auditor should determine, where a difference exists, the reason for the difference and the propriety
of the records and information on which the cost report depreciation is based.
The independent auditor also must be concerned with the
proper classification by department of equipment depreciation
except where depreciation is not allocated in cost finding in this
way. This relates directly to proper departmental identification
and recording of the fixed assets.
With respect to all assets acquired before 1966, a provider
may have chosen the optional allowance for depreciation based
on a percentage of operating costs. The independent auditor
should review the computation of the allowance and its limitations for propriety and conformance to the applicable regulations.
Further information on depreciation is contained in Chapter 8.
Interest
Interest expense on both current and capital indebtedness
should be reviewed by the independent auditor to determine
that the expense is computed in accordance with current regu18

lations. Special attention should be given to the interest on interfund borrowings and to borrowings between the provider and
a related organization and the effect of working capital provided
by current financing. The independent auditor must satisfy himself as to the validity of such transactions. The audit procedures
regarding interest expense may include the examination of supporting loan documents, noting the payment schedule and interest rate, a recomputation of the expense for the year, and an
evaluation of the allowability of interest expense for the year.
If sufficient evidence of the amount borrowed, interest rate and
payment schedule is not available in the provider's records or
if the provider's controls with respect to such evidence are
deemed to be inadequate, the independent auditor should consider confirming these items with the lender.
Research
Costs incurred for research over and above the usual costs of
patient care are not includable as allowable costs. Accordingly,
the independent auditor should satisfy himself that all direct
costs of unallowable research activities together with an appropriate allocation of indirect costs are excluded from reimbursable
costs.
Compensation of Hospital-Based Physicians
The portion of the compensation of physicians (except interns
and residents under approved training programs) applicable to
professional services rendered to patients is treated differently
from other provider costs. The independent auditor should be
familiar with the applicable regulations in this area and determine that the provider has properly handled this compensation
in the cost statement.
Rent
Rent expense should be reviewed by the independent auditor
for allowability. He should examine leases and related correspondence noting the term of the lease, the required rental payments, any options to renew the lease or to purchase the asset
at the termination of the lease, and whether the party from
whom the asset was leased is related to the provider.
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The independent auditor should assure himself that rental
payments on renewal or options to purchase the asset are not
written at such terms so as to make the lease an installment purchase. In such cases, depreciation, interest and other related
expenses should be substituted for the rental payments. If the
independent auditor notes that the asset has been leased from
a related party, he must assure himself that the rent expense
is properly reimbursable under the regulations.
Allowance in Lieu of Recognition of Other Costs
The regulations provide for a percentage allowance in addition to other costs. This allowance should be reviewed by the
independent auditor to determine if it is properly calculated
under the regulations. Effective July 1, 1969, such allowance has
been eliminated from reimbursement by the Secretary of Health,
Education, and Welfare.
Value of Services of Nonpaid Workers
The value of services of certain nonpaid workers is allowable
as a cost under Medicare. The value of these services cannot
exceed compensation of other workers for similar services and
must be reduced by the costs of maintenance for such nonpaid
workers. Questions as to the reasonableness of the values claimed
for these services and costs of maintenance should be referred to
the Intermediary for disposition. In addition, the independent
auditor should determine that the other requirements of the
regulations in this area have been met.
Proprietary Providers
Owners of provider organizations often serve as managers, administrators, or in other positions of the provider. Under the
Medicare regulations, compensation of the owner of a proprietary provider must be comparable to the compensation of individuals in similar capacities in similar organizations if it is to be
allowed as a cost. The independent auditor should refer all such
situations to the Intermediary for a determination of the reasonableness of the compensation claimed. In determining compensation, care should be exercised to make certain all benefits accruing to the owner are included.
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Proprietary providers are allowed a return on their capital
investment in the institution. This allowance is calculated as a
percentage of the capital invested by the provider in accordance
with the regulations. The independent auditor will therefore review the balance sheet accounts to substantiate the capital investment, as discussed in Chapter 7.
Related Organizations
The Medicare regulations place limitations on costs of services
and supplies purchased from related organizations. Transactions
with related organizations and individuals occur among both
proprietary and nonprofit organizations. The independent auditor
should be alert for such transactions and should consider obtaining a representation letter from the provider covering this
area.
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Chapter 5

Patient Revenues
Patient revenues arise from services rendered to inpatients
and outpatients. Inpatient services include routine services and
ancillary services (diagnostic or therapeutic services performed
by separate departments of the institution). Services to outpatients, whether emergency, clinic or private ambulatory, are
treated as ancillary services for Medicare cost purposes.
Charges for routine services are primarily based on the number
of beds in the room (private: one bed; semiprivate: two to four
beds; ward: over four beds). The rates must, for Medicare purposes, be applied uniformly to all users of the accommodation.
The charges for ancillary services (operating, recovery and delivery rooms, laboratory, radiology, cardiology, anesthesia, drugs
and medical supplies, for example) are also required to be uniformly applied to all patients for Medicare purposes.
Any adjustments of the standard charges are usually recorded
as reductions of gross income arising from allowances, contractual or other, or from bad debts. Such allowances and losses are
not includable as an operating expense in the Medicare statement of reimbursable cost except in cases where a provider's
cost exceeds amounts received from employees who are patients.
Unpaid deductible and coinsurance amounts relating to Medicare inpatients, however, can be added to the amount due from
the Intermediary upon the final reimbursement settlement, but
the provider must demonstrate that prudent and businesslike
attempts were made to collect such amounts. For Medicare outpatients a calculation of unrecovered costs resulting from uncollectible deductibles and coinsurance amounts must be made
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and the unrecovered costs are added to the Medicare reimbursement.
Accounting Procedures
The charges for routine services may be posted daily or, in
some cases, weekly, in advance or at the end of the week. When
charges are posted daily, provider personnel may verify them
by comparison with the daily census report adjusted for late admissions and discharges and for admissions and discharges on
the same day (so-called one-day stays). When the room charges
are posted weekly, the provider must review the account at discharge to verify the recording of the routine charges, and adjustments of routine service income must be made at the end of
the accounting period.
The charges for ancillary services originate with a basic departmental charge ticket. This constitutes the medium for posting to the patient's account. The department supplying the service will usually maintain a copy or have a log record which
may be used for audit purposes. At time of discharge, the patient's account may be reviewed to ascertain that the scheduled
room rate has been posted for the full stay and that ancillary
service charges appear reasonable, e.g., an operating room charge
should be accompanied by laboratory, recovery room and anesthesia charges. Accounting or internal audit procedures might
also include a test comparison of accounts receivable cards with
patient medical records to ascertain that all services prescribed
have been charged to the patient's account and that all services
charged were ordered by the physician.
Charges to Medicare patients are segregated either on a dayto-day basis or at time of billing to the Intermediary. If done
on a day-to-day basis, provision must be made to insure that
changes in patient classification are recognized and to accumulate patient days, deductibles, coinsurance and other information. If the segregation is made at time of billing, the revenue information is generally accumulated in a Medicare register
or log together with the other required information. When a
register of this nature is maintained, questions of beneficiary
eligibility and deductible and coinsurance status will usually
have been resolved.
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Audit Approach
The auditing procedures involved in an examination of patient revenues and the related patient days are dependent upon
the degree of internal control including the work performed by
the provider's independent accountants. The independent auditor should review and test the provider's internal control over
patient revenues, accounts receivable, and patient-day accumulations to satisfy himself as to the ability of the accounting system to generate reliable information.
There are several audit objectives connected with the examination of patient revenues (and days) of the provider which
must be satisfied. These requirements may be listed as follows:
1. Charges for services and patient days must be recorded on
the accrual basis. (This does not necessarily apply to certain
governmental providers.)
2. Charges for the same services must be at the same rates for
all patients.
3. Charges and days billed must be for services rendered.
4. Charges and patient days billed to the Intermediary for Medicare cases must be in accord with Medicare requirements.
The independent auditor should compare revenues and patient days of the period under review with those of the prior
period and seek out explanations for major variations. The
amounts of revenues per patient day for routine services may
be computed and compared for reasonableness with the rate
schedules. The gross profit on drugs and medical supplies sold
should be compared with the previous year and with the planned
or expected markup. Other ancillary service department revenue
should be related to costs and occupancy for overall reasonableness and where practicable reduced to per unit charges
which can be compared with rate schedules.
The independent auditor may select a test block of patients'
accounts, including inpatients and outpatients, Medicare and
non-Medicare cases. By reference to medical charts, ancillary
department logs, charge slips and rate schedules, he should ascertain that all services indicated on the medical record by pro24

fessional personnel have been recorded in the patients' accounts
at the appropriate charge rates and that rates for like services
are consistently and uniformly charged to all patients.
A number of Medicare inpatient and outpatient SSA billing
forms should also be selected and compared with the accounts
receivable records. Care should be exercised to ascertain that
the information relating to admission and discharge dates, patient days, charges for services rendered, segregation between
covered and noncovered charges are properly recorded on the
billing forms and, where maintained, in the Medicare register.
The SSA Report of Eligibility or the Intermediary's remittance
advice must also be examined to verify that proper deductible
and coinsurance amounts have been charged to the patient.
When a Medicare register is maintained, footings should be
tested. Where Medicare revenues are accumulated on a day-today basis, the independent auditor must test the accumulation
of revenues and other information and satisfy himself that noncovered charges are excluded and that the provider's methods
of establishing patient pay categories are sufficient to classify
patients in the Medicare and non-Medicare classifications at
time of admission and to reclassify patients, and related charges,
and patient days as necessary. Reclassification of patients will
occur in situations where the eligibility report indicates that
the patient was ineligible for Medicare benefits at the time of
admission or where the patient's Medicare eligibility is exhausted
during his stay. In the examination of patients' accounts and
eligibility reports as discussed above, the independent auditor
should be especially alert to those situations where the patient
is first considered to be eligible and is later classified as ineligible for benefits or where his remaining days of eligibility are
relatively brief. In such situations the independent auditor should
examine several of the provider's transfers of charges from the
Medicare classifications to one of the non-Medicare classifications and assure himself that all charges and the related patient
days were transferred from the Medicare classifications. A sample of eligibility reports which indicate that the patient is not
eligible for benefits should also be selected and traced into the
provider's transfer records.
With regard to testing total patient days, the independent auditor may obtain and test the clerical accuracy of a schedule of
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patient days by month and for a selected month, by day. For
several days in the month selected, he may reconcile patientday statistics to the daily census report. Similar tests of Medicare patient days may be performed when a Medicare register
is not employed.
There should be a reconciliation made between Medicare remittance information and the related providers cost statement
information. This reconciliation should include basic data such
as the amount reflected as received and receivable, patient days
and total charges. Because of the dollar-for-dollar effect of any
errors, emphasis should be placed on the audit of the amount
reflected as received and receivable. Medicare patient days are
of special concern when the combination method is employed.
The provider statistical and reimbursement (P.S.&R.) report
supplied periodically by the government to the Intermediary
includes comprehensive patient charges and statistical information and other pertinent remittance information. The information in this report should be compared with the information in
the provider's cost statement and significant differences reconciled if possible and practicable.
The Intermediary may furnish the independent auditor and
the provider with a listing and summary of certain remittance
information. This can be used for comparison with the provider
information where the P.S.&R. report is not used or as supplemental data. When an Intermediary does not supply information
of this nature and the P.S.&R. report is not used, the independent
auditor should reach an understanding with the Intermediary
as to the extent of the independent auditors responsibility with
respect to the provider's Medicare remittance data (especially in
amounts reflected as received and receivable) and should word
his opinion accordingly.

26

Chapter 6

Other Revenues
Revenue may be derived from sources other than direct patient
care. Under Medicare regulations costs attributable to such
revenue (or revenue, if cost is not determinable) must be subtracted from operating expenses. Such revenues may include
the following:
Rental of employees' living quarters
Employees' cafeteria
Personal laundry service to patients, employees and others
Supplies sold to other than patients
Sale of "take-home" items to patients
Guest and special nurses' meals
Training school fees
Recoveries of insured losses
Telephone income
Medical record transcript fees
Public restaurants, snack bars, etc.
Gift shops
Nurses' registry fees
Television, radio
Sales of scrap
Rental of hospital space
Vending machine commissions
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In addition the provider may also receive contributions, grants
and income from investments and under certain conditions such
income must be offset against operating expenses.
Revenue arising from other than direct patient services should
be analyzed by the independent auditor to determine its nature
and whether it has been appropriately handled. The provider
may be expected to have prepared work sheets analyzing these
accounts in the preparation of the cost statement which can be
used by the independent auditor.
As provided in the Principles of Reimbursement for Provider
Costs, grants, gifts or endowment income designated by a donor
for paying specific operating costs should be deducted from the
particular operating cost or group of costs. The independent auditor should ascertain that the provider has complied with this
principle. The terms of all material grants, gifts and endowments
can be ascertained by reference to the specific legal documents
creating the grant, gift or endowment, by correspondence with
the grantor or by the examination of the minutes of the board of
directors in accepting the grant.
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Chapter 7

Balance Sheet Accounts
The Medicare reimbursement formula is designed to reimburse
providers for the reasonable cost of providing services to Medicare beneficiaries. An audit of a statement of reimbursable cost
must, then, be primarily directed toward the provider's expense
accounts and the information used to allocate and apportion
such expenses. The independent auditor must bear in mind, however, that evidence as to the expense accounts may often be
obtained by an examination of the related balance sheet (including fund balance) accounts.
Providers are required to submit, as part of their statement of
reimbursable cost, a balance sheet as of the end of their reporting period and an analysis of changes in fund balances. With the
exception of certain governmental institutions operating on a
cash basis, providers are required to report data on the accrual
basis of accounting.
The independent auditor may expect to find that many of the
providers' balance sheets and analyses of fund balances have
been prepared in accordance with the fund accounting concept.
Other providers, including most proprietary institutions, will generally report financial position in the conventional, commercial
format. In fund accounting, the provider's resources, obligations
and capital balances are segregated in the accounts into groups
or "funds" on the basis of legal restrictions or administrative re29

quirements. Each fund is treated as a separate accounting entity.
The independent auditor should be familiar with the discussion
of fund accounting contained in the American Hospital Association's publication Chart of Accounts for Hospitals (1966).
Audit Approach
Whatever the presentations employed by the provider, the
independent auditor should apply his audit procedures to those
balance sheet accounts which could have a material effect on
the determination of reimbursable cost. The balance sheet should
be reviewed for comparability and consistency with prior years
and any significant new accounts investigated for possible effect
on the cost statement. Any further tests of balance sheet accounts will, to a large extent, depend upon the independent
auditor's need to examine the accounts in order to satisfy himself as to the related cost and revenue information. For example, he will examine the fixed asset accounts in order to satisfy
himself as to depreciation expense; however, he need not, normally, review the allowance for bad debts since the bad debt
expense is not a reimbursable expense. The balance sheet accounts selected for review are, therefore, determined by their
related expense and revenue accounts.
In the case of proprietary providers, however, additional effort must be expended on balance sheet accounts, including, for
example, the allowance for bad debts to satisfy the independent
auditor as to the propriety of the base which is used to compute
the return on equity capital. Assets which are not related to or
derived from providing patient care generally are not includable
in the capital investment for purposes of calculating the amount
of the allowance for return on capital investment.
The scope of the independent auditor's review of the selected
balance sheet accounts will also be determined by the quality of
the provider's system of internal control, including any work
performed by independent auditors as previously discussed. The
auditing procedures to be performed will also be affected by
materiality, but it is important to note that the relevant amounts
are the expenses and revenues which flow through the balance
sheet account, rather than the materiality of the balance sheet
account itself.
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Audit Procedures
It may be expected that the amount of audit attention devoted
to the balance sheet accounts will vary among providers. There
are some balance sheet areas where the need for examination in
a Medicare audit warrants further discussion.
As part of his investigation into the departmental supply expense accounts, the independent auditor should review the inventory accounts and determine that periodic physical inventories are taken and that appropriate adjustments are recorded.
Inquiry into the physical inventory procedures employed as well
as the pricing and other procedures followed should be made
to determine that the inventory was properly taken and that it
is consistently stated in accordance with generally accepted accounting principles.
The independent auditor's examination of depreciation expense, discussed earlier in Chapter 4, is directly related to his
examination of the fixed assets. The reported depreciation expense must be supported by the provider's records. Appropriate
recording of depreciation requires the identification of the depreciable assets in use, the assets' historical cost (or fair market
value at the time of donation in the case of donated assets), the
method of depreciation, and the assets' accumulated depreciation.
For Medicare purposes, a provider may maintain supplementary records apart from formal records, but in a manner similar
to that used in maintaining formal records. There is no prohibition to the grouping of assets for computing depreciation provisions provided that there is individual identification to enable
proper recording of any asset retirement in later years. In any
event, for the costs to be allowable the provider's supporting
records must be auditable.
During an initial examination, the independent auditor should
obtain certain background information and satisfy himself as to
the propriety of the fixed asset records used for Medicare, including accumulated provisions for depreciation. At times a
provider may engage an independent appraisal firm to establish,
and sometimes maintain, property records including the determination of historical cost. Although he should rely as much as
possible on reputable experts, the independent auditor has no
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less responsibility than he would have were the appraisal firm
not involved. The independent auditor's review and testing cannot be completely eliminated but can possibly be reduced extensively. He should ascertain the methods used by the appraisal firm in developing the property records and obtain satisfactory explanations of substantial differences between the records developed by the appraisal firm and the provider's basic
accounting records.
The independent auditor should review the reasonableness of
depreciation rates used during his initial examination and in
subsequent examinations. In this review, reference may be made
to the estimated useful lives set forth as a guide in the American
Hospital Associations Chart of Accounts for Hospitals (1966)
or the Internal Revenue Service guidelines.
Gains and losses on the disposition of fixed assets and revisions in asset lives are subject to unique treatment under Medicare, and the independent auditor should ascertain if the provider has complied with the applicable regulations and rulings.
He should determine that the provider has properly effected
an accounts payable cutoff and that the composition of the account is fairly presented. Consideration should also be given to
a limited review for unrecorded liabilities. Prepaid and accrued
expense accounts might also be reviewed for consistency of composition and comparability of computations and amounts between years.
The fund balance (or capital accounts of proprietary providers) should be reviewed for items which could significantly
affect reimbursable cost. In an initial examination, the independent auditor may find it necessary to review the composition
of fund balances for prior periods to determine the nature of restrictions on the provider's funds, if any. Special consideration
during such review should be given to the composition of specific purpose funds. In many instances such funds are established
by providers' governing bodies by transfers from operating or
other funds and the expenditures charged against those specific
purpose funds may well be allowable costs.
As part of the independent auditor's review of the fund balances, it is essential that he pay particular attention to the validity of interfund receivables and payables and investigate the
means by which such interfund balances arose. The allowability
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of interest expense arising from such transactions and the possibility of offsets to interest expense may relate to the classification of funds as either unrestricted or restricted.
As with any audit, it is essential that proper attention be paid
to the review of journal entries affecting all accounts during the
year.
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Chapter 8

Cost Finding Statistics
The most important use of statistical information to providers
of medical care is in planning and controlling the operations of
the institution. Associations and government agencies are also
vitally interested in such statistical data. Under the Medicare
regulations, appropriate and accurate statistical information is
necessary for determining cost reimbursement to the provider.
As discussed in earlier chapters, the purpose of cost finding is
the allocation of the expenses of indirect service cost centers
to each other and to the revenue-producing and other cost centers. This allocation is often made on the basis of the volume of
services rendered by an indirect service cost center to the other
cost centers. The methodology of cost finding, as well as the most
commonly used statistical bases for cost allocation, is covered
at length in the American Hospital Association's publication Cost
Finding and Rate Setting for Hospitals (1968).
The importance of statistics cannot be overly stressed. During
the review of internal controls and the audit of statistics the
independent auditor should ascertain that the procedures, records and controls will assure reliable statistical data. Classification of monetary data and the statistical measurements of service
must be co-ordinated. Of course, statistics must be kept up to
date to be useful.
In some situations, the provider may use sampling techniques
or special studies to determine the statistical bases for alloca34

tions. For example, a one-month test of laundry usage might be
representative and provide a reliable basis for allocation.
The independent auditor must ascertain that the procedures
for accumulating statistics are sufficient to produce reasonably
valid and accurate statistical information for cost finding purposes.
As in other audit areas, the comparison of statistics with those
of the prior year and obtaining explanations of unusual variations is one of the prime techniques which should be employed.
The independent auditor should also test the clerical accuracy
of the accumulations of statistical data and trace selective data
back to source records. Examples of the types of source records
which he should examine are listed below:
Statistical
Basis

Source Records

Square feet

Blueprints or appraisals

Hours of service

Time cards or reports, schedules or time studies

Assigned time

Employee schedules

Pounds of laundry

Laundry
sheets

Meals served

Dietary department meal count
records

Number housed

Personnel department records

department

weight

Where sampling techniques or special studies have been employed by the provider, the independent auditor should review
the provider's approach as to its appropriateness and examine
the supporting working papers.
In addition to testing the accuracy of the statistics, he should
determine if the statistical base is appropriate for allocating the
individual service department costs to other departments. In this
connection, any weightings of statistical data by the provider to
recognize greater or lesser utilization of service by a particular
department(s) should be reviewed for reasonableness. If no
weightings are used, the independent auditor should determine
if this omission is appropriate.
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Where occasions of service are used to segregate costs between the inpatients, outpatients and other classifications, such
statistics should be reviewed as outlined for other statistics.
If reasonably valid and accurate statistical information is not
available, the independent auditor should consider the feasibility
of having the provider make estimates based upon sampling
studies or interviews with supervisors of various departments to
determine the volume of service rendered to other cost centers.
However, before doing so, he should discuss the problem with
the Intermediary and indicate that in this circumstance it may
be necessary to qualify or disclaim an opinion.
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Chapter 9

Reports
Upon completion of his examination the independent auditor
is required to issue to the Intermediary an adjustment report, an
opinion on certain information included in the statement of reimbursable cost and a letter containing suggestions for improving the provider's accounting procedures and internal controls.
The independent auditor is frequently asked to include in
one binder the entire statement of reimbursable cost with his
opinion which is normally limited to a report on the inpatient
and outpatient settlement pages of the statement. This can present a reporting problem since current reporting practice requires him to state the extent to which he assumes responsibility
for all statements and financial data with which he is associated.
The independent auditor can void this problem by including in
his report binder only his opinion report, the inpatient and outpatient settlement pages of the statement of reimbursable cost
and any notes to those pages. However, if the Intermediary insists upon inclusion of the entire statement of reimbursable cost
within the independent auditor's binder, the independent auditor's report should contain a clear-cut indication of the character of his examination, if any, and the degree of responsibility
he is taking not only with respect to the inpatient and outpatient
pages of the statement, but also with respect to the other data
included in the binder.
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Adjustment Report and Exit Conference
The independent auditor should prepare an adjustment report listing all adjustments to the original cost statement which
he proposes.
During an exit conference these adjustments should be reviewed with a responsible representative of the provider who has
the authority to bind the provider and when there is agreement
to the adjustments, such representative should sign the adjustment report. In some instances the Intermediary may wish to
be represented at the exit conference.
After the independent auditor has obtained agreement from
the provider to the adjustments the cost report must be corrected in accordance with such adjustments. The corrected cost
report should then be reviewed by the independent auditor.
Where the provider is unwilling to accept all or part of the
adjustments during the course of the exit conference the independent auditor should review this situation with the Intermediary and request his further direction. In such a case, the independent auditor may ultimately issue his report (qualified or
otherwise) on the cost report not corrected for unaccepted adjustments.
Opinion on Statement of Reimbursable Cost
Examples of appropriate wording of the independent auditors
reports in various circumstances are illustrated in the following
paragraphs.
The illustrations are applicable to the audit of hospitals. Where
audits are made of extended care facilities or home health agencies, the form of the opinion should conform, in all material respects, to that applicable to hospitals.
UNQUALIFIED OPINION
We have examined the information shown on pages 2 and
3 of the Hospital Statement of Reimbursable Cost (Form
SSA 1563) of the XYZ Hospital for the year ended June 30,
19
Our examination of this information was made in
accordance with generally accepted auditing standards, and
accordingly included such tests of the accounting and statistical records and such other auditing procedures, including those prescribed in the Audit Program for Hospitals pub-
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lished by the Department of Health, Education, and Welfare,
as we considered necessary in the circumstances.
In our opinion, pages 2 and 3 of the accompanying Hospital Statement of Reimbursable Cost present fairly in all material respects the information shown therein, in conformity
with the Principles of Reimbursement for Provider Costs published by the Secretary of Health, Education, and Welfare.
The above opinion includes reference to the Principles of
Reimbursement for Provider Costs which are set forth in the
Regulations and further explained in the Provider Reimbursement Manual, and the Bureau of Health Insurance Intermediary
Letters. At times the provider will apply the principles through
methods not specifically set forth in these documents such as
through the use of test periods or estimates. In such cases, where
the independent auditor is able to satisfy himself as to the appropriateness and accuracy of the methods used, he should describe briefly the methods, where significant, in a middle paragraph of his report or request the provider to provide such description in notes to pages 2 and 3 and refer in his opinion to
the description by such words as ". . applied as described in
the preceding paragraph (or in the notes to those pages)."
If the financial statements of the provider were examined by
independent auditors other than the auditors performing the
Medicare audit, the following middle paragraph may be added:
We have not examined the financial statements of XYZ
Hospital for the year ended June 30, 19
, and accordingly, we do not express an opinion thereon. Such financial
statements were examined by other independent auditors
who have reported on them under date of
If the Medicare audit had been conducted by the provider's
auditor the middle paragraph may read as follows:
We have examined the financial statements of XYZ Hospital for the year ended June 30, 19
, and have reported
thereon under date of
.
Disclosure of any qualification of the opinion on the financial
statements should be made in this middle paragraph.
In circumstances where the financial statements of the provider are unaudited, a middle paragraph should be added to the
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report expressing a disclaimer of opinion on the financial statements. Such a paragraph should read as follows:
We have not examined the financial statements of XYZ
Hospital for the year ended June 30, 19
, and accordingly, we do not express an opinion thereon. Such financial
statements were not examined by other independent auditors.
Since the inclusion of the middle paragraph is solely for information purposes, the opinion paragraph should not be modified or referenced to the middle paragraph.
Qualified Opinion
Modification of the illustrated opinion will be required when
the independent auditor finds it necessary to qualify his opinion
or give a disclaimer of opinion. The following paragraphs have
been excerpted from Statement on Auditing Procedure No. 33
regarding qualification of opinion:
When a qualified opinion is intended by the independent
auditor, the opinion paragraph of the standard short-form
report should be modified in a way that makes clear the
nature of the qualification. It should refer specifically to the
subject of the qualification and should give a clear explanation of the reasons for the qualification and of the effect on
financial position and results of operations, if reasonably determinable. Reference in the opinion paragraph to a note to
the financial statements or to a preceding paragraph in the
report that describes the circumstances is an acceptable
method of clarifying the nature of a qualification. However,
a qualification based upon the scope of the examination ordinarily should be covered entirely in the independent auditor's
report. When a qualification is so material as to negative an
expression of opinion as to the fairness of thefinancialstatements as a whole, either a disclaimer of opinion or an adverse opinion is required.
The use of phrases that include either 'except' or 'exception' in qualified opinions on financial statements is recommended. However, in certain cases where the outcome of
a matter is uncertain the phrase 'subject to' may be appropriate. Phrases such as 'with the foregoing explanation' are generally not clear or forceful enough for a qualification and
should not be used to qualify an opinion.
The following is an illustration of the middle and opinion
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paragraphs of a qualified opinion in a situation where the provider did not reflect a required adjustment in the corrected cost
report:
The XYZ Hospital did not reduce allowable costs by the
amount of gifts received during the year which were designated by the donors for paying specific operating costs. As
a result, the balance due the hospital as reflected on pages
2 and 3 of the Statement is overstated by approximately
$
In our opinion except for the effect of the matter mentioned above, pages 2 and 3 of the accompanying Hospital
Statement of Reimbursable Cost. . . .

Disclaimer of Opinion
The following paragraphs have been excerpted from Statement on Auditing Procedure No. 33 regarding disclaimer of
opinion:
When he has not obtained sufficient competent evidential
matter to form an opinion on the fairness of presentation of
thefinancialstatements as a whole, the independent auditor
should state in his report that he is unable to express an
opinion on such statements. The necessity of disclaiming an
opinion may arise either from a serious limitation on the
scope of examination or from the existence of unusual uncertainties concerning the amount of an item or the outcome
of a matter materially affecting financial position or results
of operations, causing the independent auditor not to be
able to form an opinion on the financial statements as a
whole.
With respect to significant scope limitations, he may recite the procedures followed (in which case the standard
short-form scope paragraph should not be used) or the procedures omitted. In either case, he should state clearly that
the scope of examination was not adequate to warrant the
expression of an opinion on thefinancialstatements taken as
a whole.
Whenever the independent auditor disclaims an opinion,
he should give all substantive reasons for doing so. For
example, when he disclaims an opinion because the scope of
examination was inadequate, he should also disclose any
reservations or exceptions he may have regarding fairness
of presentation.
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The following is an illustration of the middle and opinion
paragraphs of a disclaimer of opinion:
Medical records and charge slips were not made available to us and as a result we were unable to test the hospital's revenues.
Because of the possible material effect of the items not
examined, as explained above, we are precluded from expressing an opinion on pages 2 and 3 of the accompanying
Hospital Statement of Reimbursable Cost.
Adverse Opinion
The following paragraphs have been excerpted from Statement on Auditing Procedure No. 33 regarding an adverse
opinion:
An adverse opinion is an opinion that the financial statements do not present fairly the financial position or results
of operations in conformity with generally accepted accounting principles.
An adverse opinion is required in any report where the
exceptions as to fairness of presentation are so material that
in the independent auditor's judgment a qualified opinion is
not justified. In such circumstances a disclaimer of opinion
is not considered appropriate since the independent auditor
has sufficient information to form an opinion that the financial statements are not fairly presented. Whenever the independent auditor issues an adverse opinion, he should
disclose all the substantive reasons therefor, usually by referring to a middle paragraph of his report describing the
circumstance.

Report on Limited Examination
The Intermediary may instruct the independent auditor to
limit his examination to certain specified procedures. Where the
Intermediary has prescribed the auditing procedures to be applied, the independent auditor must submit a report which includes at least the following:
1. A statement that the audit procedures which the Intermediary requested to be carried out were completed.
2. A statement that any questions raised by the Intermediary
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were investigated and that the answers are included in the
report.
3. A report of findings.
The Intermediary should be advised, as soon as practical, of
any matters coming to the attention of the independent auditor
in the course of carrying out the prescribed auditing procedures
which in the auditor's opinion indicate the need for additional
auditing. This advice shall be in such detail as to enable the
Intermediary to determine the extent of any additional auditing
which the Intermediary believes necessary as a result of such
information.
It should be understood that limited auditing procedures cannot necessarily be relied upon to disclose the need for an extension of auditing procedures. An illustration of a report on a
statement of reimbursable cost which was the subject of specified
auditing procedures prescribed by the Intermediary follows:
In accordance with your request, we have carried out the
audit procedures indicated in your "Audit Program for Limited Examinations" dated
with respect to
the Hospital Statement of Reimbursable Cost of the XYZ
Hospital for the year ended
The auditing procedures applied by us did not constitute
an examination in accordance with generally accepted auditing standards and, accordingly, we are unable to express
an opinion as to the above mentioned statement. Our findings are set forth below.
Management Letter
Under the terms of the independent auditor's agreement with
the Intermediary, a letter containing suggestions for improving
the provider's accounting procedures and internal control must
be prepared and submitted to the Intermediary within 30 days
after submission of the audit report. These letters should be directed to areas which have an effect on the Medicare reimbursement. A draft of the letter should be reviewed with a representative of the provider before issuance to insure that the
factual data contained therein is correct
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Chapter 10

Providers Other Than Hospitals
The preceding chapters of this guide are applicable to all
providers, regardless of the type of service performed. There
are some special problems which may occur in the examination
of providers other than hospitals which were not discussed in
the preceding chapters.
Extended Care Facilities
An extended care facility generally is an institution (or a distinct part of an institution) which has an agreement with one
or more participating hospitals to provide skilled nursing care
or rehabilitation services to patients whose continued stay in
the hospital is no longer medically justified.
Extended care facilities generally have fewer administrative
employees than do hospitals. As a result, the independent auditor
might expect to find that internal accounting controls are weak.
This would, of course, require him to expand the scope of his
examination from that employed in the typical hospital situation.
Extended care facilities are often proprietary institutions, such
as independent proprietorships, partnerships or corporations. The
independent auditor must, therefore, be alert to the problem
areas which are peculiar to proprietary organizations such as
reasonableness of compensation of owners and dealings of the
proprietary institution with related individuals and organizations
which are discussed in Chapter 4.
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The services rendered by extended care facilities may vary
greatly among the patients including different accommodations
and levels of care with special charges for feeding, incontinency,
and so forth. On a temporary basis such charges have been recognized for Medicare reporting purposes. The independent auditor, where the departmental RCCAC method is employed,
should carefully review (1) the rate structure to determine that
the rates do not discriminate against Medicare patients and (2)
charges to Medicare patients to insure that they are at the same
rates charged to non-Medicare patients receiving the same
services.
In some extended care facilities only part of the total facility
is approved (certified) for Medicare. In the cost reporting form
the costs of the nonapproved part of the facility must be separated and eliminated from the reimbursable Medicare costs. It
is important to note that the audit must extend to the entire
facility so that the independent auditor may satisfy himself as
to the reasonableness of the distribution of expenses between
the approved and nonapproved areas of the facility.
Home Health Agencies
A home health agency is a public agency or private organization, or a subdivision of such an agency or organization, which
is primarily engaged in providing skilled nursing services, other
therapeutic services, and home health aid services on an outpatient basis.
Generally speaking, the independent auditor will find that
home health agencies do not provide many varieties of service
and, hence, have fewer cost centers and a less complicated cost
system than do other providers. Often records will consist of
only the basic cash receipts and disbursements books and records of visits.
The activities of home health agencies can best be categorized
as visiting, nonvisiting and educational or community activities.
A visit can be defined as a personal contact in the place of residence of a patient made for the purpose of providing a covered
service by a health worker or a visit by a patient on an outpatient basis to a hospital, an easy care facility, rehabilitation
center or outpatient department when arrangements have been
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made by the home health agency. Nonvisiting activities are defined under Medicare as activities not related to the making of
home visits. This might represent time spent in activities other
than home and office visits, such as clinic work, work in schools,
maternal health and other type classes. Time spent in overall
community activity and staff education is distributed between
visiting and nonvisiting areas as part of the administrative or
overhead costs (accordingly the Medicare program will pay its
proportionate share of community activities).
Home health agencies will normally be one of the following
types of organizations:
1. Voluntary (Visiting Nurses Association or local church-related organization).
2. Government (city or county health department, city or
county welfare department, for example).
3. Combination of 1 and 2.
4. Subdivision of other facilities (rehabilitation center, hospital
and E C F ) .
There are two sets of cost reporting forms available—one for
the use of hospital and ECF-based home health agencies and
another for all other home health agencies. The main difference
between the requirements of the two forms is that the hospitalbased or ECF-based home health agency must develop through
cost-finding procedures a separate home health care cost center while all other agencies may compute a cost per visit or
use RCCAC.
It will be necessary for the independent auditor to tailor his
tests of revenue, expense and statistics to fit the individual circumstances of the provider, but, generally speaking, tests of the
accounting and statistical records of a home health agency
should be performed along the same guidelines as described in
other chapters.
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